


HARBOR POINT LIMITED
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Expressed in thousands of U.S. Dollars, except share and per share amounts)

b) Deferred compensation plan

The Company has a deferred compensation plan that is managed externally pursuant to which
employees may elect to defer a portion of their salary or bonus. [n addition, the Company contributes
to this plan on behalf of employees who have reached statutory limits under qualified plans. The plan
assets are held by the Company in trust for the benefit of the employees. As of December 31, 2007,
the Company was holding $0.6 million (December 31, 2006: $0.3 million) of assets related to this plan.

2) Equity Compensation Plan

The Company has reserved 1,750,000 shares for issuance of awards pursuant to the Company’s
2006 equity compensation plan (the “Equity Plan™). The Equity Plan is administered by the Compensation
Committee of the Board of Directors.

a) Options

Options granted under the Equity Plan expire ten years after the date of grant and vest ratably on
an annual basis over five years from the date of grant.

During the year ended December 31, 2007, the Company expensed $6.7 million (year ended
December 31, 2006: $3.7 million) related to the grant of options and realized a tax benefit of $1.3 million
(year ended December 31, 2006: $0.7 million). As of December 31, 2007, there was $6.1 million of
unrecognized compensation cost related to options, which is expected to be recognized over the weighted
average period of 1.7 years. The fair value of each option grant was estimated on the date of grant using
the Black-Scholes option pricing model with the following assumptions used for grants in 2007: risk free
interest rate of 4.05%-4.68% (2006: 4.39%-4.69%), weighted average expected life of 6.0 years (2006: 6.0
years), a dividend yield of 1.47%-4.09% (2006: 3.0%-6.0%) and an expected volatility of 25% (2006:
25%). The expense represents the proportionate accrual of the fair value of each grant, calculated on a
straight-line basis over the vesting period for each separately vesting portion of the award.

The following is a summary of stock options granted under the Equity Plan and related activity for
the years ended December 31, 2007 and 2006:

2007 2006
Number of Weighted Average Number of Weighted Average
Options Exercise Price Options Exercise Price
Outstanding - beginning of period 577,250 $ 100.00 187,500 $ 100.00
Granted 22,750 115.92 389,750 100.00
Forfeited (500) 100.00 = .
Outstanding - end of period 599,500 100.60 577,250 100.00

The following table summarizes information about the Company’s stock options for options
granted under the Equity Plan and outstanding as of December 31, 2007:

Options Outstanding Options Exercisable
Average Remaining Average
Number of Exercise Contractual Number of Exercise
Range of exercise prices Options Price Life Options Price
$100.00 576,750 $ 100.00 8.3 115,350 $ 100.00
$105.38 - $116.40 22,750 115.92 9.7 g -
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b) Restricted stock

Restricted share awards generally vest ratably on an annual basis over five years from the date of
grant. The Company pays dividends on the restricted shares to the same extent paid to holders of the
Company’s common shares.

During the year ended December 31, 2007, the Company expensed $12.3 million (year ended
December 31, 2006: $17.1 million) related to the restricted stock and realized a tax benefit of $0.7 million
(year ended December 31, 2006: $3.6 million). As of December 31, 2007, there was $14.3 million of
unrecognized compensation cost related to these awards which is expected to be recognized over a
weighted average period of 1.7 years. The expense represents the proportionate accrual of the fair value of
each restricted share award, calculated on a straight-line basis over the vesting period.

The following is a summary of restricted stock granted under the Equity Plan and related activity
for the years ended December 31, 2007 and 2006:

2007 2006
Number of Average Grant-Date Number of Average Grant-Date
Shares Fair Value Shares Fair Value

Unvested - beginning of period 431,875 $ 100.00 121,875 $ 100.00
Granted 5,625 114.96 312,000 100.00
Vested (86,375) 100.00 E -
Forfeited 40) 100.00 (2,000) 100.00
Unvested - end of period 351,085 100.24 431,875 100.00

c) Stock Appreciation Rights

The Company has not issued any stock appreciation rights under the Equity Plan.
3) Employee Share Purchase Plan

The Company has reserved 147,500 common shares for purchase by employees, consultants and
directors pursuant to the Company’s 2006 employee share purchase plan (the “Purchase Plan™). The
Purchase Plan is administered by the Compensation Committee of the Board of Directors.

For the year ended December 31, 2006, the Company had issued 146,520 common shares under
the Purchase Plan at a purchase price of $100.00 per share. There were no shares issued for the year ended
December 31, 2007 and the Company does not intend to issue any further common shares under the
Purchase Plan.

10. Taxation

Under current Bermuda law, the Company is not required to pay any taxes in Bermuda on its
income or capital gains. The Company has received an undertaking from the Minister of Finance in
Bermuda that, in the event of any taxes being imposed, the Company will be exempt from taxation in
Bermuda until March 28, 2016.

The Company intends to operate in a manner such that neither it nor its Bermuda subsidiaries will
be subject to United States income taxes. However, certain of the Company’s subsidiaries are incorporated
in the United States and are subject to federal, state and local corporate income taxes and other taxes
applicable to United States corporations. The provision for federal income taxes has been determined
under the principles of the consolidated tax provisions of the United States Internal Revenue Code and
Regulations thereunder. Should the United States subsidiaries pay a dividend to the Company, certain
withholding taxes would apply.
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[ncome tax expense (recovery) for the years ended December 31, 2007 and 2006 was as follows:

2007 2006
Current income tax expense 3 2,365 $ 9,092
Deferred income tax recovery (3,191) (8,329)
$ (826) _$ 763

The portion of the deferred income tax recovery related to stock compensation expense of $2.1
million (including the $0.1 million reduction in the valuation allowance described below) (December 31,
2006: $4.3 million (net of the $0.4 million valuation allowance described below)) was recorded as a
reduction to additional paid-in capital. The remainder of the deferred income tax recovery relates to
incentive compensation expense (December 31, 2007: $1.2 million; December 31, 2006: $4.0 million) and
various temporary differences relating to underwriting operations in United States (December 31, 2007:
(0.1 million); Decetnber 31, 2006: $nil). These amounts are recorded as net deferred tax assets and
included in other assets in the Consolidated Balance Sheets. An additional deferred tax liability of $1.6
million related to the net unrealized gains on available for sale securities held by the Company’s U.S.
reinsurance subsidiary has been included in accumulated other comprehensive income in the Consolidated
Balance Sheets.

A valuation allowance of $0.4 million was recorded at December 31, 2006, primarily related to the
U.S. subsidiaries’ inability to fully realize reversing temporary differences in their state and local income
tax returns. During 2007, management reevaluated the recoverability of those tax benefits and determined
that the valuation allowance should be reduced to §0.3 million. Management believes it is more likely than
not that the tax benefits refated to all cumulative temporary differences as of December 31, 2007, after
considering the valuation allowance described above, will be realized.

A reconciliation between the expected tax expense based on income before taxes and the U.S.
statutory federal rate of 35% and the provision for income taxes for the years ended December 31, 2007
and 2006 is provided below:

2007 2006

Pre-taxincome at U.S. statutory federal rate of 35% $ 56,115 3 28,051
Expected tax on permanent differences:

Non taxable income (56,523) (27911)

Non deductible expenses 32 145

Amortization of insurance licenses (144) -

Dividends paid on vested stock options (105) -
State and local taxexpense, net of federal benefit (26) 49
Valuation allowance (%4) 429
Other (81) -
Total income tax expense (recovery) 5 (826) 3 763
11. Related Party Transactions

In addition to the transactions disclosed in Notes 4, 5, and 8 to these Consolidated Financial
Statements, the following additional transactions are classified as related party transactions, as each
counterparty has either a direct or indirect shareholding in the Company or the Company has an investment
in such counterparty.
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The Company has entered into reinsurance agreements with Federal, including those disclosed in
Note 4, The following is a summary of the amounts recognized in the accompanying tinancial statements
for the years ended December 31, 2007 and 2006 related to these agreements:

2007 2006
(In millions)
Gross premiums written $§ 3859 § 539.8
Acquisition costs 96.9 67.6
Net loss and loss expense 207.2 118.5
Reinsurance balances receivable 195.5 226.3
Reserve for loss and loss expenses 283.7 104.3

The Company entered into an advisory agreement on December 15, 2005 with Stone Point Capital
LLC (“Stone Point”), a founding investor in the Company. Under this agreement, Stone Point provided
advisory services in connection with the organization of the Company, including the Chubb Re acquisition,
and certain ongoing services. The agreement consists of a $25.0 million fee paid and expensed in
connection with the initial organization and a $1.0 million fee to be paid annually for a period of five years
in respect of on-going services. For the years ended December 31, 2007 and 2006, the Company expensed
$1.0 million related to the annual fee of which $1.0 million was included in accounts payable and accrued
liabilities as of December 31, 2007 and 2006.

12. Shareholders’ Equity
a) Authorized and issued shares

The authorized share capital is 100,000,000 Class A common shares of par value $1 per share. On
November 28, 2005, the Company completed a private placement offering in which 13,328,750 common
shares were issued for $100 per share. The amount received in excess of the par value was recorded in
additional paid-in capital.

On May 15, 2006, 146,520 common shares were sold to management and employees of the
Company in conjunction with the employee share purchase program disclosed above. On June 28, 2006,
the Company completed an additional private placement offering in which 90,000 common shares were
issued for $100 per share.

b) Share warrants

In connection with the formation of the Company, the Company has issued warrants to certain
founding shareholders and employees to purchase up to approximately 5.0% of the aggregate number of
outstanding shares, calculated on a fully diluted basis. Similarly, the Company issued warrants to Chubb to
purchase up to approximately 5.0% of the aggregate number of outstanding shares, calculated on a fully
diluted basis.

The warrants had an original exercise price of $100 per share and are subject to anti-dilution
provisions that adjust in the event of certain specified events such as payment of cash dividends, issuance
of stock dividends, issuance of additional shares or equity instruments at less than fair value, and capital
reorganizations. The anti-dilution provisions seek to ensure that the holder is in the same economic
position as if the warrant had been exercised immediately prior to such specified event. As of December
31, 2007, the warrants had an average exercise price of $95.08 per share. The expiration date for the
warrants issued to founding shareholders is December 15, 2015 and the expiration date for warrants issued
to employees is May 15, 2016. The warrants are exercisable at any time prior to their expiration, except that
the warrants held by Chubb are exercisable only upon the conversion of the Note (see Note 8 to these
Consolidated Financial Statements).
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As of December 31, 2007, 2,090,085 (2006: 1,988,163) common shares were issuable pursuant to
the warrants.

The warrants were granted to the founding shareholders, the employees and Chubb as an
inducement to purchase stock in the Company; therefore, no compensation expense has been recorded in
connection with the warrants. Approximately $28.6 million of the proceeds from the issuance of shares to
founding shareholders and employees was allocated to the warrants and recorded in additional paid-in
capital. The allocation was based on the relative fair values of the common shares and warrants at the time
of issuance. In addition, the fair value of the warrants issued to Chubb of $35.6 million was recorded in
additional paid-in capital.

¢) Forward sale agreement

The Company entered into an Investment Agreement with Chubb Investment Parmership, L.P.
(the “Partnership”), a Cayman lIsland exempted limited partnership, on December 15, 2005. Upon
conversion of the Note issued to Chubb and other standard closing conditions, the Investment Agreement
obligates the Company to issue, and the Partnership to subscribe for and purchase, (i) 241,435 common
shares for a purchase price of $100 per share, and (ii) warrants to acquire a further 0.537% (approximately
101,000) of fully diluted outstanding shares with an exercise price of $100 per share for $1.

The Company will record the forward sale agreement in shareholders’ equity at the time the shares
are tssued and the consideration is received.

d) Dividends declared

On March 15, 2007, the Board of Directors approved the payment of a dividend of $5.1725 per
common share, or $73.0 million, payable on April 12, 2007. The dividend was paid on all outstanding
common shares, including shares of restricted stock. Dividends on unvested shares of resiricted stock are
held by the Company until the restricted stock vests. In addition, the Board of Directors approved the
payment of dividend equivalents of $5.1725 per share on vested options.

13. Commitments, Contingencies and Concentrations of Credit Risk

The Company and its subsidiaries lease office space in the countries in which they operate under
operating leases with various expiration dates. The Company renews and enters into new leases in the
ordinary course of business as required. Total rent expense with respect to these operating leases for the

year ended December 31, 2007 was $1.5 million (for the year ended December 31, 2006: $0.8 million).

Future minimum lease payments under the leases are expected to be as follows:

2008 $ 1,088
2009 681
2010 599
2011 499
Thereafter -
Total minimum future lease commitments $ 2,867
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14. Statutory Financial Information

The Company’s reinsurance operations are subject to laws and regulations in the jurisdictions in
which they operate, including Bermuda and the United States. These regulations include certain
restrictions on the amount of dividends or other distributions available to shareholders without prior
approval of the regulatory authorities. As of December 31, 2007, the maximum amount of distributions
that our subsidiaries could pay to Harbor Point was approximately $338.5 million.

The unaudited statutory capital and surplus for the principal operating subsidiaries of the
Company as of December 31, 2007 was as follows. The comparative figures for December 31, 2006 are
the audited figures submitted to the regulators.

Bermuda United States
2007 2006 2007 2006
(In millions)
Required statutory capital and surplus § 2809 § 2976 § 33 n/a
Actual statutory capital and surplus $ 1,354.0 $ 12395 § 5070 n/a

The required capital and surplus for the Company’s U.S. operating company, HP Re US, is
estimated based on risk based capital requirements. Under Connecticut law, HP Re US is prohibited from
paying any dividends without the prior approval of the Commissioner of lnsurance for a period of two
years from the date of acquisition, which is January 2, 2009.

15. Prior Year Reclassifications

Certain reclassifications have been made to the 2006 financial statements to conform to the 2007
presentation.
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